It is perhaps fitting that the Medicare Modernization Act of 2003 (MMA) came into being when the United States' first confirmed case of mad cow disease was detected. The various provisions of the MMA prove again the old adage that one never wants to know how legislation and sausage are made. But now that the components of the MMA have been made public, there should be howling about several of the act's features that collectively stand to strain Medicare's financing and its support among higher-income elderly people. The result will be a multi-tiered system of medical care financing for the elderly, with the clear losers being those with low incomes.
Two provisions of the MMA need to be seen together in terms of their impact: a limit on general revenue funding of total Medicare expenditures (for all parts of Medicare combined) so that no more than 45% of total costs may be funded by general revenues, and means testing for Part B premiums for the high-income elderly.
Limit on General Revenue Funding
Currently, Medicare's four parts are financed separately, and each has different beneficiary costsharing arrangements for the services it covers:
h Part A, also known as hospitalization insurance, is the only part of Medicare that has a trust fund-which is funded by the current 1.45% tax that all workers pay on their earnings and the 1.45% tax that all employers pay on total payroll. (Self-employed people pay the full 2.9% tax on their earnings.) Given today's ratio of elderly people to workers, this arrangement produces excess payroll tax revenues. The excess net revenues are invested in U.S. Treasury securities that provide interest income that also is used to finance Part A expenditures. Medicare beneficiaries themselves pay substantial costsharing amounts for medical services that are covered under Part A.
h Medicare Part B, which covers a variety of services that are obtained on an outpatient basis, is financed by beneficiaries and general revenues to the U.S. Treasury. By law, the premiums paid by beneficiaries are set to equal one-quarter of the projected expenditures under Part B, divided equally among the number of Part B enrollees. The remaining three-quarters of the funding for Part B Medicare expenditures depend on general government revenue sources (e.g., personal income and corporate income taxes, excise taxes, and import duties). Given the progressive nature of our income tax system and the fact that higher-income people are more likely to purchase goods subject to excise taxes or import duties, the general revenue funding of Medicare Part B is widely viewed as a mechanism that is moderately progressive. h Part C of Medicare is the Medicare1Choice program, which permits beneficiaries to choose a managed care plan. This is funded by premium payments to the plans, which are financed by a combination of the Part B premium collected from beneficiaries, funds from the Part A Trust Fund, and general revenues. h Medicare Part D consists of the new prescription drug benefit and will be financed by a combination of beneficiary premiums and general revenues. The relative shares of beneficiary premiums and general revenues will depend in part on how much of the risk in the new prescription drug insurance market will be assumed by the federal government rather than the entities that will sell prescription drug coverage.
The MMA requires that the government project total Medicare spending and the share of spending to be financed with general revenues. When that share is projected to exceed 45% within a seven-year time horizon, the president is required to submit a plan to Congress that will bring the general revenue funding share below 45% again. (The details of the MMA also stipulate that interest income from the U.S. Treasury securities held by the Part A Trust Fund is to be counted as general revenue income rather than trust fund income.) The choices for achieving the 45% result would have to include reducing payments to medical care providers, increasing the cost sharing required of beneficiaries (including the premiums for Parts B and D), raising the age at which people are eligible to be Medicare beneficiaries, and raising payroll taxes. It is highly likely that this 45% ceiling will be hit within the next 15 years. Despite an anticipated decline in hospital costs as a share of total Medicare expenditures, the 2004 Medicare Trustees Report forecasts that the Part A Trust Fund will be exhausted by 2019 if nothing is done to increase the payroll tax or to reduce payments to hospitals. This provision will cause the financing for Medicare to become more regressive. It will shift the financing burden for Medicare away from income taxes and toward payroll taxes and premiums for Parts B and D (the new prescription drug benefit).
Means Testing of the Part B Premium
Seemingly balancing the requirement that no more than 45% of total Medicare expenditures be financed by general revenues is a requirement that higher-income beneficiaries pay substantially higher Part B premiums starting in January 2007. The threshold levels for ''higher income'' are $80,000 for an individual and $160,000 for a couple filing joint tax returns.
On the surface, it appears politically progressive to require higher-income beneficiaries to pay more for health care services under Part B. However, this provision is by several estimates (Moon and Mulvey 1996; Moon and Kuntz 1996; Aaron 2003 ) not going to yield muchmaybe 2% of total costs. More to the point, requiring higher-income beneficiaries to pay substantially higher Part B premiums on the grounds that they should shoulder more of the expenses misses the fact that they already have paid more into the Part A Trust Fund. Because the hospitalization insurance (HI) payroll tax that funds the Part A Trust Fund does not have an income cap (as does the Social Security payroll tax), every dollar of income a person earns is subject to the Medicare HI tax. Thus, higher-income people pay more into the trust fund when they are working. In addition, higher-income elderly beneficiaries pay more in income taxes and other taxes that go into the general revenues. Thus, they might well believe that they have already paid, and continue to pay, a higher share of the costs of Medicare-and perhaps have been glad to do so.
While current higher-income beneficiaries may not have much choice about paying the increased Part B premium, their younger not-yetretired counterparts will. They may start planning now for alternative insurance sources to cover the risks of expenses covered under Part B.
Add the Health Savings Accounts to the Mix
The MMA offers just the ticket for younger workers who expect to retire with higher incomes and are thinking about plausible alternatives to Part B. It authorizes tax-free health savings accounts (HSAs) (see Swartz 2003/04) that provide higher-income people with a highly subsidized vehicle for saving monies for health expenses. Higher-income people who set up HSAs and are healthy will be able to build up very large, tax-free HSAs for their retirement. We can expect that insurers and other financial intermediaries will create insurance-like options for such people when they retire. The result will be that higher-income people who have been healthy and have large HSAs will likely demand a different structure for Part B or will opt out of Part B.
A Multi-Tiered System for the Elderly and Disabled
Medicare was created because health insurers are legitimately fearful of adverse selection. Prior to Medicare's establishment, older people could not buy health insurance on their own-the expectation among insurers was that any elderly person wanting coverage knew that he or she was likely to have health problems. Medicare solved this problem by creating one large risk pool for all the elderly and disabled. It is foolish to encourage the dissolution of this pool by introducing provisions that give future higher-income beneficiaries incentives to exit the pool.
The MMA contains other provisions that will further split the risk pooling of Medicare. In a move designed to increase enrollment in managed care plans, the MMA directs Medicare to increase its premium payments to Medicare1Choice plans. These higher payments, plus the prohibition of purchasing supplemental prescription drug insurance plans to fill the ''donut hole'' in the prescription drug benefit, will force many lower-and middle-income beneficiaries to join managed care plans. The Centers for Medicare and Medicaid Services (CMS) have estimated that as many as 40% of beneficiaries will enroll in managed care plans by the end of this decade. Medicare will become a multi-tiered system-fine for those with enough HSA funds but far less satisfactory for the majority in managed care plans or traditional Medicare.
The war in Iraq and the 9/11 Commission have deflected attention from these features of the MMA. But policymakers and health researchers need to look more closely at the implications of the MMA now before its implementation sets in motion forces that will weaken the pooling strengths of Medicare and its widespread support. Katherine Swartz, Ph.D. Editor
